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The services sector in the Philippines
has been experiencing a robust growth in
recent years, prompting proposals for the
country to “abandon” the manufacturing
sector and shift its policy in support of the
services sector. The rationale is that such a
shift would lead to high and sustained
economic growth defined as 7 to 10 percent
GDP growth for an extended period which is
usually 10 years. An earlier article1 on the
country’s annual economic outlook argued
that while the services sector was expected to
post a higher growth in 2007, its intrinsic
structure prevents it from being the major
source of high and sustained economic
growth rates. This Notes highlights the
arguments against a policy shift supporting
the services sector.
“Deindustrialization”
The phenomenon characterized by the mas-
sive transition of labor and output share from
manufacturing to the services sector is widely
referred to as “deindustrialization.” This
follows the traditional development models of
human societies’ sequential pattern of eco-
nomic development—from agricultural to
industrial and to services-oriented economies.
Industrialized countries and the so-called
newly industrialized countries have generally
followed this pattern. If the Philippines were
______________
1 Yap, J. 2007. The Philippine economy in 2007: Is a
breakthrough in the horizon? Development Research News
Vol. 25, No. 1. Makati City: Philippine Institute for
Development Studies.
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to leapfrog the conventional sequence and
instead focus its policies on supporting the
services sector, this would entail conscious
shifts in education policy, infrastructure
projects, trade and industrial policy, budget
allocation, and other important areas.
Performance of the Philippine
manufacturing and services sectors
Growth in the manufacturing sector was 5.4
percent in 2006. Among the larger subsectors,
however, only food manufactures and products
of petroleum and coal recorded significant
growth rates, both at 6.7 percent. This only
implies that the base of the manufacturing
sector is still narrow. In addition, the perfor-
mance of the manufacturing sector deceler-
ated after the first quarter of 2006 and was
expected to continue doing so in 2007.
On the other hand, the share of the services
sector to total GDP in the Philippines has
increased steadily in the past three decades.
As of 2006, it stood at 48.3 percent compared
to 32.8 percent for industry and 18.8 percent
for agriculture. The strong performers in the
services sector in 2006 were finance and
private services. The boom in the stock
market aided the 9.5 percent growth in
finance while the expansion of the business
process outsourcing (BPO) sector underpinned
the 6.8 percent growth of private services
(Table 1).
Furthermore, the services sector experienced
the highest growth rate after the 1997
financial crisis, averaging 6 percent during
the period 2001–2006 compared to 3.8
percent for agriculture and only 3.3 percent
for industry. The figures for the manufacturing
sector, meanwhile, are 24.2 percent in terms
of its share to total GDP and 4.4 percent in
terms of its average growth in 2001–2006.
Unlike the experience of its neighbors at
roughly the same stage of economic develop-
ment, the manufacturing sector of the Philip-
pines stagnated during the past 25 years
(Table 2).
Given these trends, should the Philippines
reallocate its resources away from the manu-
facturing sector to the services sector where
the country has a more distinct comparative
advantage? The answer lies in both economic
theory and the historical experience of
countries. Theory explains the need for
economic surpluses to fuel rapid output
growth and the required economic transforma-
tion needed to generate these surpluses.
Meanwhile, the historical experience of
countries aspect looks into the reasons of
“deindustrialization” in advanced economies
and the recent experience of India.
A study on the deindustrialization process in
England lists the following factors for this
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Table 1. Selected macroeconomic indicators, Philippines
Annual growth rates and share to GDP
(at constant 1985 prices, in percent unless otherwise stated)
2001 2002 2003 2004 2005 2006 Forecast 2007
Gross national product 2.26 4.31 5.82 6.72 5.64 6.21 6.50
Gross domestic product 2.96 3.12 5.04 6.18 4.97 5.37 5.80
Agriculture, fishery, and forestry 3.69 3.80 3.92 5.27 1.83 4.07 3.50
(share to GDP) 19.92 20.05 19.84 19.67 19.08 18.84
Agriculture and fishery 3.92 3.97 3.85 5.07 2.03 3.85
19.82 19.99 19.76 19.55 19.00 18.73
Forestry (27.26) (30.16) 24.10 53.29 (31.37) 59.78
0.10 0.07 0.08 0.12 0.08 0.11
Industry sector 0.91 0.15 4.25 4.69 4.87 4.79 5.63
(share to GDP) 34.76 33.75 33.50 33.03 33.00 32.82
Mining and quarrying  (6.54) 50.96 16.82 2.62 9.32 (5.98) 12.00
1.01 1.48 1.65 1.59 1.66 1.48
Manufacturing 2.87 3.47 4.24 5.13 5.60 5.37 4.80
24.37 24.45 24.26 24.02 24.16 24.16
Construction  (4.96) (23.72) 0.96 3.41 0.87 4.56 8.00
6.11 4.52 4.34 4.23 4.06 4.03
Electricity, gas, and water 0.67 4.26 3.19 4.23 2.48 6.36 6.00
3.27 3.31 3.25 3.19 3.11 3.14
Service sector 4.25 5.10 6.11 7.64 6.35 6.28 6.82
(share to GDP) 45.32 46.19 46.66 47.30 47.92 48.34
Transport, communication, and storage 8.81 8.93 8.59 11.23 7.22 6.72 7.50
7.41 7.82 8.09 8.47 8.65 8.76
Trade 5.61 5.76 5.66 6.78 5.64 5.50 5.50
16.12 16.53 16.63 16.72 16.83 16.85
Finance 1.23 3.44 5.88 9.88 13.61 9.50 10.00
4.72 4.74 4.77 4.94 5.35 5.56
Ownership of dwellings and real estate  (0.45) 1.72 4.10 5.30 5.36 5.79 6.00
4.80 4.74 4.70 4.66 4.67 4.69
Private services 4.40 5.49 8.12 10.13 5.52 6.85 7.00
7.38 7.55 7.78 8.06 8.11 8.22
Government services 0.94 1.46 2.70 0.49 1.88 3.94 7.00
4.88 4.81 4.70 4.45 4.32 4.26
Personal consumption expenditure 3.58 4.07 5.28 5.80 4.94 5.47 5.60
(share to GDP) 77.77 78.49 78.67 78.38 78.36 78.43
Government consumption  (5.32)  (3.72) 2.49 1.39 4.02 5.70 8.50
(share to GDP) 7.53 7.03 6.86 6.55 6.49 6.51
Capital formation  (7.29)  (5.02) 3.77 7.17  (6.04) 2.12 7.00
(share to GDP) 22.12 20.38 20.13 20.32 18.18 17.62
Exports (nominal $) (15.57) 9.51 2.91 9.52 3.97 13.99 10.00
Imports (nominal $)  (4.16) 18.69 3.15 8.82 7.67 8.65* 12.00
Inflation (2000=100) (average) 6.8 3.0 3.5 6.0 7.6 6.2 3.8-4.3
91-day Treasury Bill rate (average) 9.86 5.43 6.03 7.34 6.36 5.35 4.5-5
Nominal exchange rate (P/$ average) 50.99 51.6 54.2 56.04 55.09 52.01 48.4-48.7
Note: *Data refer to January to December 2006.
Sources: National Accounts of the Philippines, National Statistical Coordination Board; Selected Philippine Economic Indicators,




1) Consumption. Deindustrialization reflects
a rapid fall in the relative price of manu-
factures. Rising imports from low-wage
countries, together with rising productiv-
ity at home, mean that manufactured
goods in the advanced economies are now
so cheap that consumers can buy a lot
more of these goods while spending a
smaller fraction of their income on them.
2) Productivity. Because of improvements in
investments and technology, the labor
productivity growth rate of manufacturing
is faster than that of the services indus-
try. Hence, to maintain its share of real
output, the manufacturing sector has
required a decreasing share of total
employment. Meanwhile, to achieve the
same result, the services sector has
required an increasing share of employ-
ment. To keep up with the more dynamic
manufacturing sector, the services sector
has absorbed an ever-increasing share of
total employment, which it has acquired
at the expense of manufacturing.
3) International trade. International
trade affects manufacturing employment
in a variety of ways. It may increase
productivity in this sector by stimulating
competition and encouraging domestic
firms to produce more efficiently. Compe-
tition from imports may also increase
productivity by eliminating low value-
added activities or inefficient firms. To
pay for imports, a country may export
goods and services to foreigners, may use
its income from investments abroad, or
may borrow.
4) Specialization. Deindustrialization could
be the result of increasing specialization.
Certain activities that were previously
performed in-house by manufacturing
firms are now outsourced. This represents
a reclassification rather than a genuine
shrinkage in the manufacturing sector.
The Philippines, with its growing number of
call centers, seems to be emulating the
experience of India which may be a case of
overspecialization and does not necessarily
mirror the experience of industrialized coun-
tries. From 1991 to 2005, the share of the
services sector in India grew from 40 percent
to 52 percent of GDP, accounting for 63
percent of cumulative increase in GDP during
this period. A large portion of this growth was
attributed to India’s IT and IT-enabled ser-
vices (ITES) sectors, which were able to
capture the increased demand from the US
Table 2. Share of manufacturing to total output (in percent)
Indonesia Malaysia Philippines Thailand
1980  15.2 19.6 27.6 23.1
2005  28.1 29.4 23.4 34.7
Average GDP growth (in percent) 
1981-1988 5.0* 4.8 0.6 7.0
1988-2005 4.9 6.5 3.6 5.4
Source: ADB key indicators and various national statistical websites.
Note: Reason for break in computation of growth rates is availability of data using a single base
year.
* - indicates 1983-1987
______________
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and other developed countries for this type of
services. However, only a small proportion of
the working population of both the Philip-
pines (about 4 percent of the total labor
force) and India is absorbed by these sectors
due to the lack of skills of the applicants.
Furthermore, the nature of jobs outsourced to
India “create little or no intellectual property
for Indian firms. With few barriers to enter or
to exit, these jobs will shift to other coun-
tries for the same reasons they moved to
India” (Konana 2004). Hence, fears about this
growth being unsustainable may not be
unfounded.
An ADB (2005) report reiterates the relation-
ship between economic development and
industry growth. Two major reasons were
given to justify why the manufacturing sector
came to be referred to as ‘the engine of
growth’:
“The first is that there are increasing
returns to scale in industry, which are
of two types: (i) those derived from
large-scale production, which induce
lower average costs; and (ii) those
derived from the fact that output
growth has an effect on capital accu-
mulation and the embodiment of new
technological progress in capital. Labor
productivity also increases as output
grows through ‘learning by doing’.”
”The second main reason is that if
activities outside industry are subject
to diminishing returns (with the
marginal product of labor less than the
average product) and if resources are
drawn from these activities into
industry as the latter expands, then
the average product of labor will rise in
nonindustrial activities.”
Without necessarily downplaying the signifi-
cance of the services sector, the statements
above highlight the primacy of manufacturing
in economic development. Table 2 shows that
only the Philippines failed to increase the
share of the manufacturing sector between
1980 and 2005, compared to Indonesia,
Malaysia, and Thailand. It is no coincidence
that the Philippines had the lowest economic
growth rate during this period.
Policy implications
The preceding analysis illustrates that it is
therefore unwise to ‘abandon’ the manufactur-
ing sector in favor of the services sector in
order to lead the country to a high and
sustained economic growth.
To strengthen and accelerate the growth of
the manufacturing sector, there is a need to
consider measures to expand the manufactur-
ing base since recent studies have shown that
diversification of the economy, particularly
To strengthen and accelerate the growth of the
manufacturing sector, there is a need to consider
measures to expand the manufacturing base since
recent studies have shown that diversification of the
economy, particularly the manufacturing sector, is a
necessary condition for rapid economic development.PN 2007-11
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the manufacturing sector, is a necessary
condition for rapid economic development.
Specifically, these policies should promote
diversification of production activities into
new areas, facilitate restructuring of existing
activities, and foster coordination between
public and private entities to make all of
these happen.
These policies form the core of ‘industrial
policy’ although they need not be restricted
to the industry sector. They also apply to the
development of nontraditional activities in
agriculture and services. Additionally, the use
of industrial policies should not imply that
governments make production and employ-
ment decisions. Instead, it requires that
governments play a ‘strategic and coordinat-
ing role’ in the development of nontraditional
activities—activities where the underlying
costs and opportunities are unknown to begin
with and unfold only when such activities
start (Rodrik 2004).
Finally, while the services sector cannot be an
‘engine of growth’ in the Philippines, there
are nonetheless benefits to be gained from
more in-depth studies of its potential and
sustainability prospects in the country. 
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